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In Technical Advice Memorandum 9423003 (February 28, 1994), the National Office of the Internal 
Revenue Service ("IRS" or "Service") addressed the question of whether an S corporation's discharge 
of indebtedness income that is excluded from gross income under section 108(a) passes through to 
shareholders under section 1366(a) and therefore increases their basis in S corporation stock under 
section 1367(a). The facts in this case are not uncommon. Here, a taxpayer owned stock in an S 
corporation. Over a two year period, the S corporation incurred substantial operating losses which 
impaired its ability to conduct business. The corporation defaulted on its loans to a bank and 
terminated payments to another person who was retained to assist in managing the business. During 
the second year, the corporation was insolvent. Subsequently, the bank discharged a debt that was 
owed to the bank in return for the shareholder contributing additional capital to the corporation and 
assuming responsibility for the unpaid management fees. The amount of the debt discharge did not 
exceed the corporation’s insolvency.
The IRS concluded that the excluded COD income does not pass through to the shareholder and is 
not a separately stated item of tax-exempt income within the meaning of section 1366(a). 
Accordingly, the excluded COD income does not increase the shareholder's stock basis under section 
1367(a). The IRS based this conclusion on two theories. First, the IRS argued that the excluded 
COD income does not constitute "tax-exempt" income but rather "tax-deferred" income. Second, the 
IRS asserted that the excluded COD income does not pass through to shareholders under section 
108(d)(7)(A) which provides for the application of seaion 108(a) at the corporate level.
As discussed below, we believe that the conclusion reached in the TAM is incorrect for at least three 
reasons. First, the conclusion is contrary to a plain construction of the pertinent statutory language. 
Second, the IRS’ reasoning in the TAM is both unpersuasive and contrary to current law. Third, case 
law dealing with this issue in the partnership and consolidated return contexts does not support the 
IRS' conclusions.
Thus, based on the foregoing, we believe that present law requires COD income that is excluded from 
gross income under seaion 108(a) to be passed through to shareholders under section 1366(a) and 
increase stock basis under section 1367(a). If the Service believes otherwise, it should ask Congress 
to amend the relevant statutory provisions. Accordingly, we urge the Department of the Treasury 
and the IRS not to adopt the position set forth in TAM 9423003 in developing regulations regarding 
the discharge of indebtedness income under Internal Revenue Code section 1366.
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SPECIFIC COMMENTS: Relevant Law
1. Statutory Regime Mandates Pass-Through of Cancellation of Debt Income
Section 61(a)(12) provides that gross income includes income from the discharge of 
indebtedness. However, section 108(a)(1) provides that gross income does not include 
income from the discharge of indebtedness to the extent that (1) the discharge occurs in a title 
11 case, (2) the discharge occurs when the taxpayer is insolvent, (3) the indebtedness 
discharged is qualified farm indebtedness, or (4) the debt discharged is qualified real property 
business indebtedness.
The amount excluded from the gross income under these exceptions must be applied to 
reduce certain tax attributes in a specified order under the so-called "attribute reduction 
rules." Specifically, section 108(b) requires the taxpayer to reduce (1) any net operating loss 
for the taxable year of the discharge, and any net operating loss carryover to such taxable 
year, (2) any carryover to or from the taxable year of a discharge of an amount for purposes 
of determining the amount allowable as a general business credit under section 38; (3) the 
amount of the minimum tax credit available under section 53(b) as of the beginning of the 
taxable year immediately following the taxable year of the discharge; (4) any net capital loss 
for the taxable year of the discharge, and any capital loss carryover to the taxable year under 
section 1211; (5) the basis of the property of the taxpayer (pursuant to the provisions of 
section 1017); (6) any passive activity loss or credit carryover of the taxpayer under section 
469(b) from the taxable year of the discharge; and (7) any carryover to or from the taxable 
year of the discharge for purposes of determining the amount of the foreign tax credit 
allowable under section 27. To the extent the excluded COD income exceeds the attributes 
subject to reduction, any remaining COD amount is disregarded.1 2
1 S. Rep. No. 1035,1980-2 C.B 620, 625.
2 In addition, although not relevant to this discussion, section 108(d)(7)(C) provides that for purposes of applying 
section 108(e)(6), a shareholder’s adjusted basis in indebtedness of an S corporation is determined without regard 
to any basis adjustments made under section 1367(b)(2).
Section 108(d)(7) provides special rules in the case of S corporations. Specifically, section 
108(d)(7)(A) provides that the general exclusion and attribution reduction rules are to be 
applied at the corporate level. Section 108(d)(7)(B) states that for purposes of determining 
the net operating loss subject to reduction, any loss or deduction which is disallowed for the 
taxable year of discharge under section 1366(dXl) shall be treated as a net operating loss for 
such taxable year.2 This latter provision recognizes the fact that an S corporation does not 
utilize the benefit of net operating losses but rather passes them through to its shareholders.
It is noted that under section 108(b)(4)(A), attributes are subject to reduction only after the 
tax for the year of discharge is determined. Thus, suspended shareholder losses are reduced 
only to the extent they are carried forward to the year following the year of discharge. 2
2
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Section 1366(a)(1) provides that in determining a shareholder's tax for the shareholder's year 
in which the S corporation's year ends, the shareholder shall take into account his or her pro 
rata share of the corporation's (A) items of income (including tax-exempt income), loss 
deduction, or credit the separate treatment of which could affect the liability for tax of any 
shareholder, and (B) nonseparately computed income or loss. Section 1367(a)(1) states that 
the basis of each shareholder's stock in an S corporation shall be increased for any period by 
the sum of certain items including (but not limited to) the items of income described in section 
1366(a)(1)(A) which includes “tax-exempt" income.
Neither section 1366 nor section 1367 defines the term "tax-exempt income.” As discussed 
below, we believe that excluded COD income clearly constitutes tax-exempt income within 
the meaning of these provisions. Moreover, section 1366 requires the pass-through of any 
item of income the separate treatment of which could affect the tax liability of any 
shareholder. As noted, section 108(d)(7)(B) treats shareholder suspended losses as a tax 
attribute which is subject to reduction under section 108(b). As S corporations do not 
maintain shareholder basis and suspended loss records,3 it is not possible for S corporations 
to determine the amount of reduction in each shareholder's suspended losses. Rather, 
suspended losses are computed at the shareholder level. Thus, it is necessary for S 
corporations to report excluded COD income to shareholders (who effectively "own" their 
suspended losses) so they will know the extent to which their losses are required to be 
reduced.3 4
3 While S corporations may maintain shareholder basis records as a matter of convenience for the shareholders, 
maintaining these records is an obligation of each shareholder, ln fact, in many cases S corporations would not
have access to the information necessary to make these calculations, as for example when stock or shareholder debt 
is purchased or inherited by another shareholder or written off by a shareholder.
4By the same token, it should be recognized that shareholders have a similar obligation to report back to the 
company, the amount of their personal suspended losses absorbed by the excluded COD income so the S 
corporation can determine the extent to which it must reduce other corporate-level attributes.
Based on the above, the operative provisions of the Internal Revenue Code clearly require 
COD that is excluded from gross income under section 108 to be passed through to S 
corporation shareholders under section 1366 as tax-exempt income and to increase the 
shareholders' stock basis under section 1367.
The above provisions can be illustrated with the following example:
In year one, an individual ("B") invests $10,000 for all the stock of an S 
corporation ("S") and S borrows $15,000 from a bank. In year one, S loses 
$25,000. B will deduct $10,000 pursuant to section 1366(d)(1) and will have 
a suspended loss carryover to year two of $15,000 under section 1366(d)(2).
In year two, the bank cancels $8,000 of the indebtedness in a title 11 or 
insolvency smution. Under sections 1366(d)(1)(A) and 1367(a)(1), the 
$8,000 of excluded COD income passes through to B and increases his stock
3
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basis. B will be able to deduct $8,000 of the suspended loss in determining 
his tax for the year of the discharge due to the increase in basis. See section 
108(b)(4)(A). Under section 108(d)(7)(B), B's remaining suspended loss 
carryover of $7,000 to year three is treated as a tax attribute that is eliminated 
under section 108(b)(2)(A). The remaining $1,000 of excluded COD income 
(that is, the $8,000 of excluded COD income minus the $7,000 of suspended 
losses) will reduce other attributes of S (if any) under section 108(b). To the 
extent that S has no other attributes, the remaining excluded COD income will 
have no further tax effect to either S or B.
2. TAM Analysis is Flawed
As noted, in TAM 9423003, the IRS concluded that an S corporation's excluded COD 
income does not constitute "tax-exempt" income and does not pass through to shareholders 
and increase their stock basis in the corporation. The TAM bases this conclusion on two 
rationales. First, the IRS asserted that excluded COD income is "tax deferred" (rather than 
"tax exempt") income. Second, the IRS concluded that excluded COD income does not pass 
through to shareholders by reason of section 108(d)(7)(A) which applies section 108 at the 
corporate level. As discussed below, we believe both arguments simply are not supported by 
current law.
A. Section 108 Excluded COD Income is Tax-Exempt, Not Tax Deferred, Income
The first theory on which the IRS based its conclusion that excluded COD income does not 
pass through to S Corporation shareholders is that the income is considered "tax deferred" 
rather than "tax exempt" income. The rationale for this theory is that taxpayers must reduce 
certain tax attributes by the amount of the excluded cancellation of debt income. According 
to the TAM, these attribute reduction ordering rules "operate with the hope that income from 
the discharge of indebtedness of an insolvent taxpayer will eventually be taxed [and] 
[t]herefore the amounts excluded from income under section 108(a)(1) are not tax-exempt 
income, instead the amounts are tax-deferred income." This rationale is defective for at least 
two reasons.
First, tins rationale overlooks the plain words of section 108(a) of the Internal Revenue Code, 
which clearly state that "[g]ross income does not include" COD income of an insolvent 
taxpayer. Moreover, section 108 is contained in Part III of Subchapter B, Subtitle A of the 
Internal Revenue Code of 1986 (as amended). This Part is entitled "Items Specifically 
Excluded From Gross Income." Part III includes sections 101 through 137 of the Internal 
Revenue Code. Like section 108, each of these provisions provides for a specific exclusion 
from gross income for certain items which would otherwise be includible in gross income. 
Each provision states that "[g]ross income does not include.."[t]here shall be excluded 
from gross income. .," or some variation thereof. None of these provisions indicate that the 
income shall be deferred, rather than fully excluded, from gross income. Further, it is noted
4
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that in the absence of a specific definition, terms in the Code shall be given their ordinary 
meaning.5
3 Jones v. Liberty Glass Co., 332 U.S. 524 (1947), rehrn’g denied 333 U.S. 850 (1948).
It is noted that Reg, section 1.265-1(b) further supports this interpretation of the term "tax- 
exempt" income. Specifically, this regulation defines the somewhat similar term "class of 
exempt income" as follows:
As used in this section, the term 'class of exempt income' means any class of 
income... wholly exempt from tax imposed by subtitle A of the Code. For 
purposes of this section, a class of income which is wholly exempt from taxes 
imposed by subtitle A includes any class of income which is - (i) Wholly 
excluded from gross income under any provision of subtitle A, or (ii) Wholly 
exempted from the taxes imposed by subtitle A under the provisions of any 
law."
Although the above defines only an analogous term, and further applies only for purposes of 
section 265, it illustrates that in a similar context the IRS considers COD income excluded 
under section 108(a) as tax-exempt income.
The second flaw in the IRS' first argument is that while the attribute reduction rules may 
operate to mitigate the tax benefit provided by this exclusion, they do not convert income 
which is excluded from gross income into income which is merely deferred. This flaw is 
particularly evident in cases where the excluded COD income exceeds the available tax 
attributes that can be reduced. It is very common for an S corporation not to have any NOLs, 
general business credits, capital loss carryovers, passive activity loss carryovers, foreign tax 
credit and passive activity credit carryovers, as these are passed through to the shareholders 
under section 1366. There may be situations where the S corporation has property but if the 
S corporation has other liabilities in excess of the basis in these assets immediately after the 
discharge, the basis of these assets would not be reduced. See section 1017(b)(2). In these 
cases there is no question that the COD income is permanently excluded from gross income.
The TAM inaccurately cites a statement in the legislative history of section 108 as an 
indication that excluded COD income should not increase basis. Senate Report No. 96-1035, 
96th Season, 1980-2 C.B. 620-621, indicates that once a taxpayer reduces its tax attributes 
as required by section 108, "Any further remaining debt discharge amount is disregarded, i.e., 
does not result in income or have other tax consequence.” All this statement explains is that 
COD income in excess of attribute reduction is not deferred but is permanently exempt. The 
phrase "does not result in... other tax consequence” does not imply that there should not be 
an S corporation basis increase; in fact, the Committee Report at pages 642-643 provides that 
COD income in excess of basis reduction increases C corporation corporate earnings and 
profits, which is an "other" tax consequence.
5
NOV-11-1999 15:47 AICPA 202 638 4512 P.10/14
B. Application of Section 108(a) at Corporate Level Does Not Prevent Pass-Through
The second premise on which the conclusion is based is that section 1366 is overridden by 
section 108(d)(7)(A), which provides that in the case of S corporations, sections 108(a), (b) 
and (g) shall be applied at the corporate level. However, this is an incorrect interpretation of 
this provision. Section 108(a) merely sets forth the general rule that COD income is excluded 
from gross income if the discharge occurs in a title 11 case or when the taxpayer is insolvent.
Accordingly, the requirement that section 108(a) be applied at the S corporation level simply 
means that the determination of insolvency or title 11 status, as the case may be, for purposes 
of determining whether the COD income is excluded from gross income, is to be made at the 
corporate (rather than at the shareholder) level. The fact that the determination of whether 
COD income is excludable from gross income at the corporate level under section 108(a) 
does nothing to preclude the income from passing through to shareholders. Similarly, the 
application of section 108(b) at the S corporation level simply provides for the reduction of 
the corporation's (rather than the shareholder's) attributes (except for suspended losses). 
Again, this provision does nothing to preclude the pass-through of excluded COD income 
(i.e., tax-exempt income) to shareholders.
Moreover, it is noted that section 1366(a) requires the pass-through of every item of S 
corporation income that could affect the determination of a shareholder's tax liability. As 
noted earlier, the suspended loss provisions of section 1366(d)(2) apply at the shareholder 
level. Moreover, section 108(d)(7)(B) provides that suspended losses of shareholders are 
subject to the attribute reduction rules. As such, it is necessary to pass through the excluded 
COD income to shareholders to enable them to determine the extent to which their suspended 
losses are required to be reduced.
3. Case Law is Either Distinguishable or Supports Basis Increase
A. Estate of Newman v. Comm'r and Babin v. Comm'r
In two decisions, Estate of Newman v. Comm'r, 91-1 USTC ¶50,281 (2d Cir.), rev'g. and 
rem'g. 59 TCM 543 (1990), and Babin v. Comm'r, 94-1 USTC ¶50,224 (6th Cir.), aff'g. 64 
TCM 1357 (1992), rehrn'g denied 7/7/94 (1994 U.S. App., LEXIS 16818), federal appellate 
courts have held that a partner did not obtain a basis increase in a partnership interest under 
section 705(a)(1) for partnership cancellation of indebtedness income excluded under the pre- 
1980 judicially-created insolvency exclusion. The rationale relied on by the appellate courts 
in both Estate of Newman and Babin was based on prior law and is inapplicable to S 
corporations. Accordingly, neither decision supports the Service's position in TAM 9423003.
The taxpayers in Estate of Newman were limited partners in a limited partnership. In 1977, 
certain non-recourse debt of the partnership was canceled at a time when the partnership was 
insolvent. The IRS determined, and the Tax Court agreed, that the COD income was
6
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ordinary income to the partnership and that it increased the partners' bases in their respective 
partnership interests.
On appeal, the taxpayers contended that the COD income was excludable by the partnership 
because it was insolvent both before and after the debt cancellation. The taxpayers further 
contended that the excluded income constituted tax-exempt income within the meaning of 
section 705(a)(1)(B) and that their bases in their partnership interests were increased by their 
respective allocable shares of the excludable COD income. Accordingly, they argued, they 
did not recognize gain on the deemed distribution resulting from the decrease in their 
allocable shares of partnership liabilities following the debt cancellation. The court of appeals 
agreed with the taxpayers' first contention, but rejected the second.
The court held that under the law in effect in 1977 (prior to enactment of the Bankruptcy Tax 
Act of 1980), the judicially-created insolvency exception applied to the partnership. As a 
consequence, the partnership could exclude the COD income. However, the court concluded 
that the taxpayers, as partners, did not obtain a basis increase in their partnership interests 
from the excluded COD income. According to the court, the judicially-created insolvency 
exclusion was an equitable relief provision. As such, it did not constitute "a statutory or 
constitutional exemption for certain kinds of income." Therefore, it did not create "tax- 
exempt income" that would increase a partner's basis under section 705(a)(1)(B).
The facts in Babin are generally similar to those in Estate of Newman. The taxpayer was a 
general partner in a real estate limited partnership that realized COD income on the 
cancellation of certain recourse indebtedness in 1977 and 1978. At the time of the debt 
cancellation, both the partnership and the taxpayer partner were insolvent.
The IRS treated the COD income as ordinary income to the partnership and assessed a 
deficiency against the taxpayer with respect to his allocable share. In addition, the IRS 
determined that the taxpayer's share of the canceled debt exceeded his basis in his partnership 
interest and that a gain was recognizable under section 731 on the deemed distribution under 
section 752(b).
The Tax Court held that the partnership COD income was excludable under the judicially- 
created insolvency exclusion. It further held, however, that the excluded COD income did 
not increase the taxpayer's basis in his partnership interest. Accordingly, the Tax Court 
affirmed the IRS' determination of a deficiency resulting from the taxpayer's recognition of 
gain on the deemed distribution.
The taxpayer appealed, arguing that no gain was recognized because he should be able to 
increase his basis in his partnership interest by the amount of his allocable share of the COD 
income. Unlike the taxpayer in Estate of Newman, the taxpayer in Babin argued that the 
COD income from the partnership was not excluded at the partnership level. Rather, he 
argued that the COD income flowed from the partnership to the taxpayer partner as taxable
7
NOV-11-1999 15:48 AICPA 202 638 4512 P.12/14
income, increasing his basis in his partnership interest under section 705(a)(1))(A) and was 
excluded at the partner level because the partner was insolvent and the insolvency exclusion 
should be applied at his level.
The appellate court rejected the taxpayer's contention that any taxable COD income had 
flowed through to him from the partnership. The court concluded that the COD income of 
the partnership passed through to each partner in proportion to each partner's distributive 
share of the income of the partnership. Under the law in effect in 1977 and 1978, the court 
held that the judicially-created insolvency exclusion should be applied at the partner level. 
The taxpayer partner was insolvent to the full extent of his distributive share of the COD 
income. Accordingly, after applying the insolvency exclusion to the partner, the court 
concluded that no taxable income had flowed from the partnership to the partner. Thus, there 
was no section 705(a)(1)(A) basis increase in his partnership interest. Based on that 
conclusion, the appellate court went on to affirm the Tax Court's determination that the 
taxpayer had recognized gain on the deemed distribution under section 752(b).
Of particular significance with respect to TAM 9423003 is the fact that the taxpayer in Babin 
did not raise an alternative argument that the COD income excluded at the partnership level 
was tax-exempt income that would increase his basis under section 705(a)(1)(B). Perhaps 
this may have been because, under the judicially-created insolvency exclusion, that argument 
had been rejected by the court in the earlier Estate of Newman decision.
Both Estate of Newman and Babin relate only to the application of the pre-1980 judicially- 
created insolvency exclusion to the rules of subchapter K. Neither addresses the argument 
that, under current law, COD income of an S corporation excluded under the statutory rule 
of section 108(a)(1)(B) increases a shareholder's stock basis as tax-exempt income under 
sections 1366(a)(1)(A) and 1367(a)(1)(A).
The court's conclusion in Estate of Newman that COD income excluded by a partnership 
under the pre-1980 "equitable relief provision" of the judicially-created insolvency exclusion 
doctrine, rather than under "a statutory or constitutional exemption" was not tax-exempt 
income, has no relevance to a determination whether COD income excluded under section 
108(a)(1)(B) is tax-exempt income. In fact, one could infer from the court's statement that 
income excluded under a statutory or constitutional exemption would be treated as tax- 
exempt income for purposes of partnership basis adjustment.
Babin is irrelevant to the issue of whether excluded COD income of an S corporation 
increases shareholder basis because the taxpayer in that case never argued that the partnership 
COD income sought to be excluded under the insolvency exclusion constituted tax-exempt 
income.
8
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B. CSI Hydrostatic Testers, Inc. and Subsidiaries v. Comm’r
The recent Tax Court decision in CSI Hydrostatic Testers, Inc. and Subsidiaries v. Comm'r, 
103 TC No. 21 (1994), although not directly involving S corporation COD income, addresses 
the analogous issue of whether COD income that was excluded from the taxable income of 
a subsidiary corporation, under section 108(a), should be included in the subsidiary's earnings 
and profits for purposes of computing the excess loss account of its parent corporation under 
Reg. seaion 1.1502-19.
The court concluded that, where the plain language of the relevant regulations allowed a 
parent corporation to reduce its excess loss account by the amount of a subsidiary's excluded 
COD income, the fact that the interaction of several interrelated regulation provisions 
arguably resulted in a "double benefit" to the taxpayer did not justify judicial interference to 
override the operation of the regulations.
The significance of CSI Hydrostatic Testers is that the court rejected the IRS' attempt to 
argue, in effect, that "the end justifies the means” in resorting to a technically incorrea 
interpretation of the regulations to prevent a taxpayer from obtaining an alleged double 
benefit from income excluded under section 108(a). The court held that if the IRS did not 
like the results of the interaction of its own regulations, it should change the regulations, not 
attempt to disregard those provisions that it found to be inconvenient.
In the context of TAM 9423003, CSI Hydrostatic Testers supports the proposition that if the 
IRS believes that S corporation shareholders should not obtain basis from excluded COD 
income, the appropriate remedy would be for the Service to recommend that Congress change 
existing law. The Service should resist the temptation to address the perceived problem 
through a questionable, strained interpretation of existing law.
4. Shareholder Benefit Supported by Bankruptcy Tax Policy
Notwithstanding the foregoing contentions that (1) a basis increase is statutorily mandated 
and (2) the reasoning in TAM 9423003 is flawed, it has been suggested that the ability of 
shareholders of insolvent S corporations to deduct losses in excess of their economic 
investment provides an unintended windfall. We agree that such a result may ostensibly 
appear to be inconsistent with applying the section 1366(d) loss limitation provisions in 
situations not involving COD; however, this result appears proper in COD situations.
Section 108 is principally based on bankruptcy and insolvency theory rather than on general 
tax policy. The primary intent of section 108 is to provide debtors with a fresh start by 
excusing the payment of tax on COD income. In certain cases, seaion 108 creates a deferral 
rather than a permanent exclusion of COD income by reducing tax attributes available for 
future periods. However, if COD income exceeds the debtors' tax attributes, the excess COD 
income is permanently exempt from tax. This reflects the priority of bankruptcy and
9
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insolvency theory over general tax principles in section 108. Arguably, allowing a basis step- 
up and a potential loss deduction to an S corporation shareholder is merely the allowance of 
a benefit that has been conferred by statute, rather than an improper windfall.
The same results occur in C corporation or sole proprietor situations; however, in these 
situations, taxpayers may have previously realized the tax benefits from losses that would be 
suspended under section 1366(d)(1) in S corporation situations. Viewed this way, the 
allowance of losses previously limited under section 1366(d)(1), in section 108 situations, 
represents the reversal of an S corporation loss deferral that previously could have been 
available to C corporations or sole proprietors. To deny the basis increase for COD income 
would require the denial of basis increases for all types of tax-exempt income, including life 
insurance proceeds, which would clearly be improper
5. IRS Result Inconsistent with Most Commentators' Views
Finally, it is worth noting that numerous respected members of the tax community recently 
have written articles discussing the proper treatment of an S corporation's discharge of 
indebtedness income/ Those articles overwhelmingly express views consistent with the result 
set forth in our comments.
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